Abstract-This study is a pioneering study on the factors influencing the corporate bond market in India. Important aims of this study are to trace the development of corporate bond markets in other countries, identify factors which have influenced its development and suggest policy reforms to enhance the development of corporate bond markets in India. Multivariate regression analysis is used to analyze the factors that have influenced the development of the corporate bond markets in India. Our results show that while the growth of the government bond market has been a major positive influence in the development of the corporate bond markets in India, bank lending in India may have slowed the development of the corporate bond market. Other factors such as the size of the economy, openness, size of the stock market and institutional factors like corruption have had little or no impact on the development of the corporate bond market. Based on our study we suggest policy reforms to improve the corporate bond market in India. Suggested policy reforms includes improving the retail investment markets through issue of Swadeshi or patriotic bonds, encouraging foreign participation by relaxing regulations and providing tax incentives, providing credit enhancements and introduction of new instruments such as credit default swaps and corporate repos.
I. INTRODUCTION
A well-developed domestic capital market consists of the equity market and the bond market. A well-developed bond market with a significant role for the corporate bond market segment is considered important for an efficient capital market. A vibrant corporate bond market ensures that funds flow towards productive investments and market forces exerts competitive pressures on lending to the private sector. While India boasts of a world-class equity market its bond market is still underdeveloped and is dominated by the government bond market. The value of outstanding government bonds in India was 39.5% of GDP as of 2010 and compares favorably with other Asian countries such as China (27.6%) and South Korea (47.2%). The value of corporate bond outstanding in India (Table 1) however was only 1.6% of GDP compared to Malaysia (27%) and South Korea (37.8%) at the end of 2010.
Jiang, Tang and Law point out that one of the principal benefits of a well developed corporate bond market is to provide an effective alternative source of financing to bank financing [1] . Further, Luengnaruemitchai and Ong in their IMF working paper feel that core aspects such as benchmarking, corporate governance and disclosure, credit risk pricing, the availability of reliable trading systems, and the development of hedging instruments are fundamental for improving the breadth and depth of corporate debt markets [2] . A well-developed domestic capital market consists of the equity market and the bond market. While India boasts of a world-class equity market its bond market is still underdeveloped and is dominated by the government bond market. For instance, the value of outstanding government bonds in India was 39.5% of GDP as of 2010 and compares favorably with other Asian countries such as China (27.6%) and South Korea (47.2%). The value of corporate bond outstanding in India however was only 1.6% of GDP in 2010 compared to Malaysia (27%) and South Korea (37.8%) at the end of 2010. Torre, Gozzi and Schmulker argue that there are two basic approaches to develop capital markets in general in emerging markets [3] . The first view explains the gap between expectations and observed outcomes due to the combination of impatience with imperfect and incomplete reform efforts. The second view; is similar to the view taken by the Committee for Financial Sector Reform in India (CSFR), which is to get a number of other policy developments and missing markets need to be created before the corporate bond markets can develop in a country [4] . The objective of this policy paper is twofold. First it traces the development of the corporate bond market in India and conducts an empirical analysis of the factors influencing these developments. Second it seeks to make policy recommendations based on the experience of other emerging markets in developing their corporate bond markets. The paper is organized as follows. This introductory section is followed by capital market reforms which have been put in place and suggestions by various on committees aimed at developing the corporate bond markets in India. It is followed by a discussion of the results of the multivariate analysis looking at factors which have hindered or contributed to development of the corporate bond markets in India. Next the paper discusses some of the lessons India could learn from the development of corporate bond markets around the world. Finally the paper offers some suggestions for future reforms. However a closer analysis of the data reveals that further reforms and policy changes still need to be implemented to grow the corporate bond markets. For example, private placements rather than public issues still dominate the debt markets and stands at 99% of total resources mobilized. Corporations still tend to borrow from banks. External borrowings from bank loans stand at roughly 70% versus the 5% financed through debentures. Stamp duties and disclosure requirements have discouraged companies from borrowing from the public markets. Mitra (2009) points to demand, supply and market structure related issues as to why the Indian corporate bond market is still undeveloped despite the reforms and progress in implementing the recommendation of various committees [6] .
II. POLICY REFORMS AND SUGGESTIONS
Analysis of trends in the sources of funds from non-government non-financial public limited companies from the company finances statistics for the period 1990-1991 to 2009-2010 in Table III shows that companies in India tend not to follow the pecking order theory and have instead tended to finance more via external sources rather than through internal sources. Amongst the external sources bank loans seem to dominate the external borrowings for these companies. For example for the latest period 2006-2010, 65.3% of the total borrowings were financed through bank loans and only 8.9% were financed through debentures. This shows that privately placed bank loans continues to be the major borrowing source for companies. One of the reasons for the bank finance being preferred by corporations is due to the prevalence of the cash credit system in the banks in which the cash management of the corporations is actually done by the banks. The implication of the cash credit system is that that corporate bond market has still a long way to go before becoming a viable source for companies to finance their investments. The reform process in the corporate bond market has been in the right direction but the implementation of the reforms has proceed slowly. Though policies have been implemented to encourage retail and institutional participation, streamline the issuance process and create new and missing markets, our analysis reveals that companies continue to finance their investments via private placement and bank loans rather than through public issues and corporate bonds.
III. LESSONS FROM OTHER COUNTRIES

A. Development of Corporate Bond Market in Japan
Heavily regulated until 1985, Japan's bond market was undeveloped and dominated by Banks. However in the second half of 1980s there were important developments which helped the development of the primary market for corporate bonds. These measures included simplification of issuance procedures, deregulation of private placement, incorporation of 3 credit rating agencies, issuance of dual currency bonds and reduction of underwriting fees and trust fees. These developments were followed by the removal of corporate bond financing ceiling from 1990-93. The rationalization of the primary market for corporate bonds lead to a drastic decline in the influence of banks in corporate bond issuance from 40% in 1985 to zero by the end of 1989. Further the development of the JASDAQ over the counter program helped to increase investor interest in corporate bond trading. The development of the corporate bond markets was also helped by the introduction of Futures and Options market during the second half of the 1980s. The development of Futures and Options market helped to put in place a full-fledged price discovery mechanism, issue price commitment for corporate bond issues and auction mechanism which all helped in the development of an efficient primary market.
According to Endo (2002) developing countries like India should draw the following lessons from the Japanese experience [200]: 1) A healthy and vibrant government bond market is important for the development of corporate bond markets.
2) The development of the corporate bond market should be complemented by the development of the banking system. 3) The corporate bond market should be integrated with the global economy.
B. Corporate Bond Market Development in Korea
The Korean bond market is one of the most robust bond markets in Asia. In order to build investor confidence and build an investor base the Korean government developed a bond guarantee scheme. Under this scheme the Korean Investment Corporation (KIC) was selected as the sole guarantor of bonds in 1972. Korea Guarantee Insurance Company was allowed to start guaranteeing bonds to cope with increasing demands for bond guarantees in 1978. In 1989 the government established the Hankook Fidelity and Surety Company to increase financial support for individuals and small businesses. The government bond guarantee scheme included the explicit guarantees of financial institutions such as banks and securities firms. By the 1980s banks were the major guarantors accounting for more than 50% of all guaranteed bonds. Banks and other Non-Bank Financial Intermediaries entered the corporate bond guarantee business because the business was considered to be low-risk and high return given the robust economic growth in the 1980s.
The 1997 financial crisis and the resultant economic crisis resulted in the increase in bankruptcies which resulted in increased risks to bond guarantors. Most guarantors left the market after 1997. As private sector bond guarantors came to better understand the risk involved in guaranteeing bonds they realized that guarantee fees were inadequate reward for the risks they were undertaking. Some tried to offer bond guarantees at much higher fees which were not acceptable to bond issuers. This resulted in the collapse of the guaranteed market in South Korea after 1997.
The Korean experience and experiment with the bond guarantee scheme and how it has evolved after the crisis has important implications for India. We would like to caution policy makers in India to be careful not to repeat the failure of the bond guarantee system as in Korea but learn from other positive developments such as the importance of the development of credit rating system, credit enhancements and asset backed securities in its endeavor to develop its corporate bond market.
C. Corporate Bond Market Development in Brazil
The shape of the current financial system in Brazil can be traced to 1976 with the establishment of Brazilian Securities and Exchange Commission (CVM) which transferred the responsibilities to oversee the stock and corporate bond markets from the central bank to the CVM. In the 1980s steps were taken to further strengthen the financial system. These steps involved the separation of the Central Bank from Bank do Brazil and the creation of the National Treasury Secretariat. Futures and options trading were established in 1979 and derivatives trading were established in the 1980s. In the 1990s high inflation rates led to the introduction of Real Plan for economic stabilization. In 1995, there were bank insolvencies, with failures avoided by Central Bank intervention to merge these intermediaries with stronger ones. A law allowing ABS to be more easily traded was introduced in 2000.
Despite these developments, the Brazilian corporate bond market appears to be small relative to markets in Asia such as Korea and Malaysia but there are still important lessons for India. A thriving mutual fund industry in Brazil has been an important tool in mobilizing household savings and channeling it to the capital market. In 2003 the domestic mutual fund industry gathered more than $150 billion in assets under management (or 30% of GDP) and suggests that the mutual funds have played an important role in developing and bringing stability to local bond markets in Brazil.
D. Corporate Bond Market Developments in Singapore and Malaysia
Malaysia has found a novel way to address the problems with the growth of corporate bond market. Over the past decade, Malaysia has developed a burgeoning market in Sukuk or Shari'ah-complaint bonds. Unlike conventional bonds with fixed coupon payments, Sukuk are structured as participation certificated that provide investors with a share of asset returns, making them compatible with the Islamic prohibition of interest payments. As a result they have been increasingly popular both domestically as well as investors What lesson can India learn from the experience of Malaysia? The Malaysian experience shows that it is important to find innovative ways of drawing investors into the bond market. Corporate bond issue should address the concern of Indians for safety of their investments while assuring an adequate return. One way to address this concern is to structure the bond so that investors feel that they are contributing to the infrastructure development of the country. Companies for example can issue Swadeshi bonds which will appeal to the patriotic feeling of contributing to India's Infrastructure development by investing in the corporate sector. This will help channel savings which are currently invested in post office savings accounts or similar safe investments into corporate bonds. Further as in the case of the recent experience in Europe these Swadeshi or patriotic bonds can be issued at a lower interest cost to citizens than to risk-averse institutional investors.
Singapore has developed an active corporate bond market by encouraging foreign based firms to issue locally, compensating for the narrow domestic issuer base. Domestic issuance of Singapore dollar based bonds exceeded $16 billion in 2009 of which one-quarter was attributable to offshore-based companies. This is a significant achievement as the real problem has been that foreign investors have been reluctant to invest abroad.
A number of factors in Singapore have encouraged issuance by offshore companies. Legal and regulatory impediments are virtually nonexistent. Disclosure documents are quite simple as most are marketed to wholesale buyers. Further issues undertaken locally have no local tax filing requirements other than to file a tax return to the Monetary Authority of Singapore (MAS) and Inland Revenue Authority of Singapore after the issue date. Singapore market therefore has been very cost competitive compared to alternatives such as U.S. Regulation S or 144A issues. Regulatory measures adopted in 2009 have helped as well. For example AAA rated Singapore dollar debt securities issued by sovereigns, supranational and sovereign-backed corporate would be accepted as collateral under the MAS standing facility. Further banks would be allowed to treat these securities as regulatory liquid assets, applying the same haircut as Singapore government securities. Following the implementation of the framework Singapore dollar debt market saw a surge in supranational issuances in 2009 totaling S$1.4 billion. Finally foreign issuers are attracted to Singapore because it is an international financial center.
The important implication for India is to recognize the importance of foreign investor participation to address its narrow investor base. India has been taking steps in this direction. The government of India increased the current limit of foreign institutional investment in corporate bonds from $15 billion to US $40 billion. However increasing the limit of foreign investment alone will not be sufficient to ensure flow of foreign investment into the country. In fact, GOI has been monitoring FIIs subscription under the scheme and as of 31 August 2011, against a ceiling limit of USD 25 billion, or Rs 112,095 crores, investments by FIIs under this scheme were only USD 109 million or RS 500 crores. It was concluded that the three-year lock-in period and doubts regarding the interpretation of the requirement of residual maturity of five years were discouraging FIIs from investing in this scheme. The Government of India has since reduced the lock-in period to 1 year for investments up to $5 billion. India however needs to do more to solve the "original sin" problem by creating conducive policies like simple disclosure and tax filing requirements.
IV. RESULTS AND ANALYSIS
In this section we test the importance of factors influencing the corporate bond market using multivariate regression analysis of annual data from 1990 to 2008. The dependent variable in this regression analysis is the total number of outstanding corporate bonds. The Independent variables included in the analysis are development stage of the economy, natural openness, the size of the banking system, the size of the government bond market, the development of the stock market and corruption index. All equations are estimated using Generalized Least Squares (GLS) with corrections for autocorrelation and heteroskedasticity. Rationale for using the independent variables in our regressions are as follows and our preliminary regressions are reported in Table 1 .
A. Development Stage of the Economy
In general development of corporate bond market in a country would be positively correlated with the overall development of the economy. This is because development brings with it a less volatile investment environment, less government involvement in commercial activity and strong creditor rights, transparency and good corporate governance. We use GDP per capita to capture the overall development of the economy. Rajan and Zingales (1995) point out that open economies do less to suppress securities market [8] . This is because entrenched interests will be less able to adopt policies that suppress competing sources of supply when the economy is exposed to international competition. We use the ratio of exports to GDP as a measure of openness and the expected sign is positive.
B. Natural Openess
C. Size of the Banking System
On the one hand, banks and bond markets compete in providing external finance and thus a well developed banking system may be a deterrent to the development of the corporate bond market. On the other hand, banks serve as dealers and market makers, whose presence is needed for the development of a liquid and well-functioning bond market. The expected impact of banking sector development on the corporate bond market is therefore expected to be positive if they are complementary and negative if they compete in providing funds.
D. Size of the Government Bond Market
Park, Fabella and Madhur believe that for the Corporate bond to develop in a country it is important to first develop the sovereign bond market [9] [10. Their argument is that sovereign bond market provide benchmark yield curve against which to value corporate bonds and therefore serve as a catalyst to develop a country's corporate bond market. However, the introduction of government securities may also prevent price discovery, crowding out the trading of all or a fraction of the existing securities [11] , [12] . This is a real possibility in countries like India where government securities typically tend to have a higher credit rating than their counterparts. As a result, government securities may be more attractive to foreign investors as a substitute to corporate bonds, reducing the liquidity in the corporate bond market. We use the total number of government bonds outstanding to examine the impact on the corporate bond market. If the expected sign is positive then we can conclude that government bond market has a positive impact on the corporate bond market if the impact is negative then it is possible that the development of the government bond market is crowding out the issue of corporate bonds in India.
E. Development of the Stock Market
India has a well developed equity market but its bond market is underdeveloped and dominated by the government bond market. As in the case of the impact of government market on the development of corporate bond market, the equity market can either complement or compete with the bond market development. By providing alternative sources of external finance to companies the bond market can complement the development of the equity market. It is also possible that companies may favor to finance their investments from the equity market rather than bond market due to lesser regulations and ease of raising funds. We use the stock market capitalization to capture the development of the stock market. The impact of the stock market is expected to be positive if the equity market complements the bond market as a source of financing for the companies. The impact would be negative if the stock market competes with the corporate bond market.
F. Corruption Index
A country where corruption is high undermines law enforcement and corporate bond markets in these countries are less attractive to investors. Corruption and bond market development therefore should be negatively correlated. We use the corruption perception index published by transparency international to capture corruption [13] . According to this index, lesser the corruption, higher the score for the index and the expected sign is therefore positive between bond market development and the corruption index.
From model 1 (column 1, Table 1 ) one can see that GDP per capita, our proxy for development stage of the economy and exports, our proxy for openness are not significant and in fact have the wrong sign. Government bond market development (total outstanding government bonds) is however positive and significant at the 1% level. Model 2 (column 2, Table 1 ) looks at the effect of the government bond market development (total outstanding government bonds), banking sector development (domestic credit provided by the banking sector as a percentage of GDP) and stock market development (total value of stocks traded) on the corporate bond market. The government bond market has a positive effect on the corporate bond market. The coefficient is positive and significant at the 1% level. This shows that in India like in the case of Korea, government bond market development has helped the corporate bond development and is not crowding out the corporate bond market. On the contrary we see that banking sector development has a negative impact on the development of the corporate bond market. The coefficient is negative and significant at the 1% level. This supports the hypothesis, that in India bank loans compete with corporate bond markets in providing funds to companies. Companies have in general preferred to finance through bank loans and have been reluctant to finance through the corporate bond markets. Model 3 (column 3, Table 1 ) shows that government bond market and banking sector development have had the major impact on the corporate bond market. Finally Model 4 (column 4, Table 1 ) includes a corruption perception index obtained from Transparency International. Model 4 shows that though the corruption index has the expected positive sign (a higher value for the index implies a lower level of corruption) it is not significant. Model 4 once gain shows that the crucial factors influencing the development of the corporate bond market in India are the development of the government bond market and the banking sector. Based on our multivariate regression analysis we conclude that the growth of the government bond market has been a major positive influence on the development of the corporate bond markets in India. This conclusion is similar to the factors which have helped develop other countries like South Korea's corporate bond market. On the other hand the predominance of banking sector lending in India may have inhibited the corporate bond market from developing. Other factors such as the size of the economy, openness, size of the stock market and institutional factors like corruption have had little or no impact on the development of the corporate bond market.
V. FUTURE REFORMS
In conclusion the study suggests some areas for future reforms to develop the corporate bond markets in India. These are as follows: 1. Encouraging retail investment through credit enhancements, encouraging growth of the mutual fund industry and foreign investor participation. 2. Encouraging foreign investor participation by increasing foreign investor limits, providing tax incentives and easing regulations. 3. Encouraging institutional investor participation by easing restrictions on holding investments grade securities and revamping the cash credit system and Statutory liquidity requirements of banks. 4. Measures such as simplifying listing requirements for debt securities by SEBI and exemption of TDS for corporate debt instruments by the Government of India have been aimed at reducing the cost and length of the issuance process and encouraging public issue of debt securities. Significant work however needs to be done towards rationalizing stamp duty structure across the country and to fix stamp duties based on tenor and issuance value to encourage public offerings of corporate debt. 5. Development of credit enhancements such as collateralized bond and loan obligations. The recent announcement by the National Housing Bank (NHB) that it will issue credit enhancement to Residential Mortgage Backed Securities (RMBS) is a step in the right direction. 6. Measures have been undertaken recently to create new instruments such as the introduction of corporate repos and credit default swaps which are to be introduced shortly. These instruments would prove helpful for primary dealers and banks to manage risk exposure and are steps in the right direction. Further India needs to find innovative ways such as the issue of Sukuk bonds as in the case of Malaysia. One suggestion is to issue Swadeshi bonds.
